“OU Vol. 6, No. 20 (Broadcast 251) May 16, 1960 Dallas, Texas 


atic Library 
sciences anid Educal 


DAN SMOOT 


HAND FROM WASHINGTON 


0. July 12, 1909, the Sixty-first Congress passed a resolution (whose chief sponsor was Cor- 
dell Hull, then a U. S. Congressman from Tennessee) to submit, for ratification by the States, 


the Sixteenth (income-tax) amendment. The U. S. Senate voted 77-0 in favor of the resolution; 
the House voted 317-14 for it. 


On February 25, 1913, three-fourths of the states having ratified, the Sixteenth Amendment 
was formally proclaimed as a part of the Constitution. 


ae was one state which never did ratify the Sixteenth Amendment, primarily because 
of the influence of Richard E. Byrd (father of the present Senator Harry F. Byrd). On March 3, 
1910, while the Virginia legislature was considering whether to ratify the pending constitutional 
amendment, Richard E. Byrd, then Speaker of the House of Delegates, prophesied some of the 
evils which a federal income tax would spawn. He said: 


“It (the 16th Amendment) means that the state must give up a legitimate and long estab- 
lished source of revenue and yield it to the Federal government. 


“It means that the state actually invites the Federal government to invade its territory, to 
oust its jurisdiction and to establish Federal dominion within the innermost citadel of reserved 
rights of the Commonwealth. 


“This amendment will . . . extend the Federal power so as to reach the citizen in the ordinary 
business of life. A hand from Washington will be stretched out and placed upon every man’s busi- 
ness; the eye of a Federal inspector will be in every man’s counting house. 


“The law will of necessity have inquisitorial features, it will provide penalties. It will create 
a complicated machinery. 


“Under it businessmen will be hauled into courts distant from their homes. 
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“Heavy fines imposed by distant and unfa- 
miliar tribunals will constantly menace the tax- 
payer. 

“An army of Federal inspectors, spies and de- 
tectives will descend upon the state. They will 
compel men of business to show their books and 
disclose the secrets of their affairs. They will 
dictate forms of bookkeeping. They will require 
statements and affidavits. On the one hand the 
inspector can blackmail the taxpayer and on 
the other, he can profit by selling his secret to 
his competitor. 


“When the Federal government gets a strangle 
hold on the individual businessman, state lines 
will exist nowhere but on the maps. Its agents 
will everywhere supervise the commercial life 
of the states... .” 


0... could fill a library with case histories 
which prove the accuracy of Richard E. Byrd’s 
prophecy. 

That hand from Washington reaches now into 
the pockets of every person in the nation. It con- 
trols and corrupts. Sometimes it is vengeful 
against a taxpayer who is not docile. Sometimes 
it plays favorites with ‘important’ people. But 
always it grasps, with an ever-growing greed, try- 
ing to fill the insatiable maw of the vast, sprawl- 
ing, uncontrollable bureaucracy which feeds on it. 


* 


PLAYING FAVORITES 


HL. the nation forgotten the books which Harry 
Truman and Dwight D. Eisenhower wrote? Other 
people pay ordinary income tax on the proceeds 
of what they write. Sometimes a writer struggles 
for years, losing money on every book, eating up 
his savings; and then, one year, a book succeeds 
and earns $100,000.00. The government takes most 
of it for income tax: no allowance for years of 


loss behind, or for lean years ahead. 


~When Truman and Eisenhower wrote books 

that earned multiplied hundreds of thousands of 
dollars, they were permitted to report earnings 
on their books not as ordinary income but as 
capital gains. The legal pretext? Truman and 
Eisenhower were not professional writers: they 
were amateurs. 


* * 


CORRUPTING AND AVENGING 


The Internal Revenue Service never examines 
the great mass of federal income tax returns, except 
for obvious errors, usually mechanical. If a man’s 
income is average or below, the total that he could 
“cheat the tax collectors out of” is relatively small. 
If the Internal Revenue Service employed enough 
people to audit carefully every income tax return, 
the cost of collection would probably exceed the 
total revenue collected. The federal tax collectors 
are compelled to play percentages—which means 
that federal tax collection from a majority of in- 
come taxpayers is a gamble. 


“Spot-checking” produces an occasional case of 
disallowance and penalty or prosecution against 
a tax-payer whose income is average or below; 
but the purpose is not really to detect evasion or 
non-allowable tax-avoidance. The purpose is to 
watn and threaten. The low-income taxpayer 
knows that he cannot save a great deal by cheat- 
ing even if his cheating is clever and undetected; 
the occasional cases produced by spot-checking 
(and given maximum publicity) show that the 
hazard of cheating is greater than the possible 
gain. So, the Internal Revenue Service takes a 
calculated risk — virtually ignoring the majority 


Page 154 


xt 


of tax returns filed, gambling that there will not 
be a significant percentage of low-income tax- 
payers who dare to cheat. 


This leaves tax collectors more time to investi- 
gate above-average taxpayers. The presumption of 
the tax collector seems to be that, considering the 
high cost of government and of living nowadays, 
anyone who has a good income left after taxes 
must be cheating. The better the income, the 
stronger this presumption. 


The tax examiner, who combs through the 
records and personal papers of big taxpayers, 
has a good government job — liberal fringe bene- 
fits and a wage somewhat above the average in 
private enterprises. But his income is not nearly 
as big as that of the taxpayers whose records he 
examines. If he is human (as most of them are), 
he cannot avoid reflecting on this condition, oc- 
casionally. 


Here he is— maybe even with one or more 
college degrees — examining the records of some- 
one who may never have gone to college. He is 
in a ‘non-profit,’ ‘public-service’ occupation. The 
big taxpayer devotes himself to the ‘selfish pur- 
suit of profit.’ As the tax-examiner looks over 
the big taxpayer’s record of expenditure and net 
gain — and compares these with his own modest 
income — the thought surely crosses his mind 
that the world is out of joint. Either the compen- 
sation for his abilities and efforts is too little, or 
the other fellow’s compensation is too great. 


Thus, under our system, the federal tax col- 
lector’s eye of suspicion is always upon the most 
productive citizens in our nation — citizens who 
generally contribute most to the material well- 
being of society; citizens whose incomes are above 
average, because they have been successful in their 
business, trade, or profession. And the eye is 
often jaundiced with envy. 


I. is widely believed that Internal Revenue 
agents are directly rewarded for finding errors 
and fraud in tax returns. This is not literally true; 
yet there is truth in it. 


The tax examiner is not given a cut or per- 
centage of the “recoveries” he makes by detecting 
and exposing errors; but it is his job to detect and 
expose. If his record of recoveries is always no- 
ticeably lower than that of all other tax examiners, 
surely his superiors in the tax bureaucracy will 
wonder about his efficiency. If he has been ex- 
amining accounts of big taxpayers and has never 
discovered anything involving sizeable sums of 
money, the suspicion of bribery or favoritism may 
even arise in the minds of his superiors. 


His superiors in the tax bureaucracy do have 
their own careers to consider. If one division of 
the Internal Revenue Service consistently has a 
record of detection and recoveries strikingly be- 
low that of all others, higher tax officials in Wash- 
ington may wonder about the efficiency, or in- 
tegrity, of the whole division. The officials in 
Washington have career problems, too. If the 
‘enforcement’ record of the Internal Revenue 
Service does not seem to justify the enormous 
sums which Congress appropriates for enforce- 
ment, the whole bureau may have serious prob- 
lems when its next budget is submitted to Con- 
gress. A severe budget reduction could force a 
reduction in personnel. 


Tax examiners with low records of ‘accomp- 
lishment’ can endanger not only their own jobs 
but those of fellow workers: thus the bureau’s 
esprit de corps. In a subtle way, taxpayers who 
provide the money, and Congress which appro- 
priates it, become the ‘enemy.’ Personnel of the 
Bureau must stand together as a unit to justify, 
protect, and perpetuate their own jobs. 


The biggest taxpayers often have tax account- 
ants and tax lawyers on their own payroll; but 
many, perhaps most, above-average taxpayers get 
such services for a fee from outside firms of 
auditors and tax lawyers. These folks have prob- 
lems, too. The success of their firms depends on 
their reputation for effectiveness. An auditing firm 
which handles income tax matters for many clients 
must have a reasonably amiable working relation- 
ship with local Internal Revenue Service person- 
nel. This relationship cannot exist if the auditing 
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firm is contentious and difficult about every de- 
tail when the income tax agents examine a client’s 
tax returns. 


The income tax agents may question an ex- 
pense item, or decide that income reported as 
capital gains should have been reported as regu- 
lar income and thus taxed at a higher rate. Often, 
the original decision as to how the item should 
be handled for tax purposes was made, not by 
the taxpayer, but by the auditing firm. Yet, when 
Internal Revenue questions the decision, the 
auditing firm frequently recommends that the 
taxpayer go ahead and pay the additional tax 
(with penalties), rather than contest it. 


Seoitinn a tax examiner’s decision is costly 
and bothersome — and dangerous. If you irritate 
the Internal Revenue people unduly, they might 
“go all out to get you.” 


If they do “go all out” they can nearly always 
“get you,” regardless of how careful and honest 
you may have been, because the tax laws are so 
complicated that no one really understands them, 
not even the Internal Revenue Service. If they 
don’t “‘get you,” they can harass you half to death 
with subpoenaes, conferences, interviews, requests 
for additional records, and so on. The tax ex- 
aminers are, after all, doing the job they are 
being paid for when they have a taxpayer in for 
an all-day conference; and they don’t really care 
how long the case takes, because if they aren't 
working on his case, they will be working on 
another. But the taxpayer is taken away from his 
own work to dance attendance on the tax agents. 


All of this seems petty; and it is. Such personal 
considerations are not supposed to influence the 
operation of our tax laws; but they do. The re- 
sult is behaviour that violates all the ethical and 
legal and constitutional principles on which our 
society is founded. 


An internal revenue agent calls a business firm 
some morning: he wants to look over the books. 
A shudder of dread runs through the office. The 
boss is torn between anxiety and anger. He calls 


his auditor. The auditor is reassuring: it’s just a 
routine check: send him to us; we'll handle it. 
But ten days later the tax agent is back: certain 
original records which the auditor does not have 
— the tax man needs to see them. 


The Fourth Article of the American Bill of 
Rights — the Fourth Amendment to our Constitu- 
tion — says: 


“The right of the people to be secure in their 
persons, houses, papers, and effects, against un- 
reasonable searches and seizures, shall not be 
violated, and no Warrants shall issue, but upon 
probable cause, supported by Oath or affirma- 
tion, and particularly describing the place to be 
searched, and the persons or things to be seized.” 


That's clear. This agent of the federal govern- 
ment has no right to rummage through your 
papers and effects unless he has a warrant listing 
exactly which papers he wants to see. And he 
cannot get a search warrant unless some repre- 
sentative of government swears or affirms that he 
has probable cause to believe that you have vio- 
lated the law. 


You can stand on your constitutional rights; 
but you had better think twice and call your law- 
yer before you do it. If you show the tax agent 
the door and tell him not to darken it again 
unless he has a warrant, he'll get a subpoena duces 
tecum, listing, not just the “certain papers” that 
he had asked for, but listing practically all of 
your books and records — and instructing you to 
bring them to the federal courthouse for examina- 
tion. It may take two trucks to haul all the 
records; it may now take the tax agents two months 
to complete their examination; and it may stop 
the operation of your business while the records 
are away; but no matter: you ‘asked for it’ when 
you decided to stand on your constitutional rights. 


Few taxpayers handle it this way: most go along 
to get along. Although they may be seething with 
indignation, they waive their constitutional rights 
and treat the tax agent with affability. This puts 
him in the right frame of mind to be ‘co-operative.’ 
He'll take the records he wants and retire to some 
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inconspicuous desk in a corner of the office and 
conduct his examination with a minimum of 
trouble and interruption for the taxpayer. 


Hi: ‘co-operative’ attitude is important to the 
taxpayer during that examination. If our tax laws 
were simple and had precise meaning, the tax 
examiner’s attitude wouldn’t make any difference; 
but federal tax laws are a jumble of complexity. 
The taxpayer may have made a tax decision with 
honorable intentions and expert advice. Indeed, 
he may have been advised by an agent of the 
Internal Revenue Service itself to make the de- 
cision. But the agent who examines his books may 
interpret the transaction differently. He holds that 
the taxpayer handled the matter wrong and, there- 
fore, owes an additional $1,000 in taxes — plus 
6% interest since the day the tax return was filed. 


The taxpayer calls his auditor. The auditor is 
likely to say that this is “one of those deals’ sub- 
ject to a variety of interpretations. He thinks the 
tax examinet’s interpretation in this instance is 
wrong, but he recommends that the taxpayer go 
ahead and pay, because if he refuses, his refusal 
will irritate the tax boys; and they can cause him 
enough trouble to make him wish he had paid 
that $1000.00 plus penalties. 


Most taxpayers give up at this point; but there 
are a few stubborn ones. They regard this as a 
matter of principle. If they pay, they will thus, by 
inference, admit that they had tried to cheat on 
their income tax. Even if that inference were not 
present, admitting that their tax decision in this 
instance was wrong would leave other similar 
decisions in doubt and open the doors for the 
Internal Revenue Service to bankrupt the taxpayer 
with assessments and penalties. 


The taxpayer ignores the advice of his auditor 
and decides to fight the arbitrary ruling of the 
tax examiner. He calls his tax attorney. But the 
tax attorney has to get along with the Internal 
Revenue people too. He handles a lot of tax 
cases and has a reputation for getting pretty good 
settlements for his clients, without litigation or too 
much trouble. Litigation is not good for his tax 


law business. The tax laws are so complex that 
the outcome of any tax case is unpredictable. It 
would certainly hurt his business to recommend 
that his client fight a tax ruling — and then lose 
the case. Moreover, the Internal Revenue people 
don’t like to have their rulings contested. If a tax 
lawyer has too many legal fights with the Internal 
Revenue people he will damage his important 
working relations with them. 


The tax lawyer advises the client to go ahead 
and pay. He may even suggest that he will talk 
to the tax people and get a reduction — make a 
better settlement with them. This is often possible. 


Fi the taxpayer has been standing stubbornly on 
principle, he is outraged at this suggestion of a 
compromise deal with the Internal Revenue Serv- 
ice. He either owes $1000.00 in taxes or he doesn't. 
He thinks he doesn’t owe. He would damage his 
principles (and open possibilities for other crip- 
pling assessments) just as much by paying $1.00 
as by paying $1000.00. He doesn’t want a compro- 
mise deal. He wants to prove that he was right 
and that the ruling of the tax examiner is wrong. 
He has real difficulties now. He is contemplating 
a fight against the United States government; and 
even his own tax lawyer and tax auditor are un- 
sympathetic toward him. 


Thus far, the only tax agent he has dealt with 
is the examiner who made the ruling. The tax- 
payer feels that if he could talk to some higher 
officials in the tax bureau, he could show them that 
he is right. He asks for an interview; and the tax 
people grant him the privilege of appearing for 
a group conference. This is not exactly what the 
taxpayer had in mind. He wanted to talk to some 
Internal Revenue official, man to man. But this 
‘group conference’ sounds formal and rather for- 
midable, very much like a legal hearing. 


He reasons that if he goes to this thing he had 
better take his lawyer along, because he is a simple 
taxpayer who just knows how to run a business: 
he doesn’t know the jargon of bureaucracy and 
of the legal profession. But he finds that he cannot 
take his lawyer to the group conference unless he 
gives the lawyer the power of attorney to make 
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binding decisions for him. If he did this, his law- 
yer could decide during the conference to make 
a deal with the tax people; and the taxpayer would 
be legally bound by that decision. His lawyer has 
already said he wants to make a deal. The tax- 
payer is afraid to take his own lawyer to the group 
conference with tax officials. 


He goes alone. At the group conference with the 
tax people, he finds an attitude which is a mix- 
ture of indifference and hostility. The tax of- 
ficials there may privately feel that the tax ex- 
aminer did make a wrong and stupid ruling, but 
they can’t admit that to the ‘enemy.’ They have 
esprit de corps; they must stick together to protect 
their own. 


ke after the conference, the taxpayer gets 
a notice that if he doesn’t pay, the tax people will 
issue an official judgment with penalties and at- 
tach everything he has until the total is paid. The 
taxpayer takes his case to the Appellate Division 
in the local Internal Revenue Service office which 
upholds the ruling of the original tax examiner. 


The stubborn taxpayer decides to fight all the 
way, to take his case into federal district court — 
not into a tax court which is really an administra- 
tive agency presided over by members of the very 
bureaucracy which is harassing him. 


The taxpayer finds that he cannot sue the gov- 
ernment in federal court unless the government 
permits itself to be sued; and in a case like this, 
the government won't permit itself to be sued un- 
less the taxpayer pays, under protest, the total 
amount which the Internal Revenue Service has 
assessed, and then files claim for a rebate. 


Such a case as this occurred in Dallas in recent 
years. The taxpayer involved is a fine, hardwork- 
ing young man who has built a good business 
because he is able, industrious, and honest. The 
Internal Revenue Service harassed him for three 
years, before he took the final recourse of paying 
the arbitrary assessments and then suing in Dis- 


trict Court to recover. When the Internal Revenue 
people saw what he was going to do, they offered 
to ‘compromise,’ to reduce the amount they said 
he owed (which in his case, was $3699.20). He 
rejected the offer, considering it equivalent to an 
offer of bribery. 


He won his case in court and got his money 
back. After three years of anxiety, and frustration, 
and expense, and costly expenditure of time which 
should have been devoted to his business and fam- 
ily — he got back what government had wrongly 
taken away from him. 
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THE WELL-MEANING 
DESPOILER 


The hotel industry of America is today ap- 
proaching a condition similar to that of the early 
1930’s when most American hotels went into re- 
ceivership. A major cause is over-building, and 
the primary cause of over-building is the federal 
income tax. 


Congress in 1954 revised the tax law. One pro- 
vision of the 1954 code was the ‘‘fast write-off,” 
intended to help small business and stimulate the 
economy. It is impossible to determine the total 
effect of this tax provision, but easy to see that in 
the hotel-motel industry the effects have been very 
harmful. 


Section Weiss, President of the Roosevelt 
Hotel in New Orleans says: 


“At least 15 of the better motels are for sale 
in New Orleans today and several are being re- 
financed. But several other large motels are under 
construction. I am at a loss to know what can 
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be done about it, but it is an extremely serious 
matter.” 


ee Barringer, President of the Barringer Ho- 
tel chain, says: 


“In one city where we operate, there are two 
to three motel rooms to every guest. The situa- 
tion is pathetic. Properties representing several 
million dollars are producing practically no reve- 
nue. It seems as though investors and promoters 
are going into new motel building without 
thought of future profit. The transient housing 
business is fast getting into a very dangerous 
position.” 


The condition of fabulous resort hotels on Mi- 
ami Beach has been widely publicized — many of 
them verging on bankruptcy, struggling for re- 
financing, being sold for a fraction of original 
cost, while newer and ‘more fabulous’ ones are 


being built. 


Scott Hardy, Executive Vice President of the 
Texas Hotel Association says: 


“The Texas Hotel Association regards over- 
building as the number 2 problem of the industry 
(the number 1 problem being federal interven- 
tion into hotel matters, with minimum wage 


laws, pro-union N.L.R.B. rulings, etc.) . 


“In one of our cities, a tragic situation is de- 
veloping. There is such an over-supply of rooms 
that occupancy cannot be kept at an attractive 
level... . Yet, in this particular city, 3,000 rooms 
are either under construction or projected.” 


Mach of the new construction effort is going 
into motels, in or near downtown areas — some- 
times called motor hotels, or grand motels. 


A “grand motel” of spectacular design, with all 
the attractive accoutrements associated with luxury 
living can, with a big publicity campaign, attract 
much business in the first blush of its newness. 
Profits can be high in the early years, before the 
newness wears off and major repair and main- 
tenance problems begin. During this period, the 
owner, by taking advantage of complicated “fast 
write-off” provisions in the 1954 tax code, can get 
a considerable portion of his original investment 
back as tax-deductions for depreciation. 


Just before the newness and glamor wear off, he 
can sell to some inexperienced person who is about 
to retire and has been persuaded that the “motel 
business” is a good place to invest his retirement 
savings — and time. About the time he takes over 
his ‘easy-retirement’ property, it has become a sec- 
ond-class establishment; and business is going to 
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some new, widely publicized ‘glamor’ place near- 
by. 


None of this is illegal, nor, necessarily, unethi- 
cal. But it is a classic illustration of how govern- 
mental efforts—even if well-intentioned — do 
more harm than good when a tax law is written 
for any purpose except to raise revenue. 


Any tax law intended to stimulate the economy 
or halt inflation or help the ‘little man’ or penalize 
the ‘big man,’ is a bad law, not only because it is 
discriminatory, but also because it will inevitably 
deflect human resources and energy from creative 
and productive activity into tax-avoidance activity. 


When someone builds a grand motel or an 
apartment house or anything else — not because 
there seem to be sound economic reasons to be- 
lieve that the building is needed and will there- 
fore be profitable, but because there is a tax-ad- 
vantage in that particular kind of investment — 
he is responding to the pressure of tax laws which 
have perverted economic principles. The same is 
true when someone buys a farm, or a near-bank- 
rupt business, as a “good place to take a tax 
loss”; or drills an oil well or buys supplies and 
equipment, or increases inventory or makes big 
advertising outlays, not because these expenditures 
are economically sensible but because they can ef- 
fect “tax savings.” 


Any federal tax levied for any purpose what- 
ever except to raise the minimum amount of 
revenue which government must have to perform 
its constitutional functions — does pervert and 
distort the economy of the nation. The damaging 
effects are often so subtle and long-range that 
they are difficult to perceive until disaster is at 
hand. At this point, government usually makes 
matters worse by subsidizing the affected industry, 
either through some special tax privilege, or by 
direct grants-in-aid. 


This has become the American way toward in- 
solvency and socialism. 


* 


REFRAIN 


The corrupting and despoiling income tax sys- 
tem of the federal government cannot be re- 
formed. It must be scrapped. Next week, we shall 
conclude this series of Reports on taxation with 
suggestions for an alternative to our present sys- 
tem. 


* 
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